The Cash Flow ~tatt:ment (CFS) had been in use in South Africa since October 1988. It replaced the Statement of Sources and Appl~catton o~ F~nds, which had been in use since 1973. In spite of the general acceptance of the benefits of the CFS and its supenon~ over the Statement of Sources and Application of Funds, there are certain inherent problems. These proble.ms mam)y re!ate to the fo":"at of the CFS and its ability to assist in forecasting the survival pr~pects of an entCfP':1sc .. In this art1.cle the focus 1s firstly on the format of the CFS and it is compared with the re-quirement~ of other. gU1dc!1~s. A r~v1sed format is proposed. It also considers the usefulness of the CFS as a manageent tool m ~~anc1al dec1s1?~ makm~ .. Areas of financial decision making which are considered, are financing, capital investment, d1v1dend and pncmg dec1s1ons. The final conclusion is that although the CFS could be standardi1.ed to a large extent, the same does not apply to the calculation of cash flows for financial decision making in different areas.
Introduction
The Cash Flow Statement (CFS) has been in use in South Africa since October 1988. It replaced the Statement of Sources and Application of Funds (SSAF) which had been in use since 1973 as a statutory requirement of the 4th Schedule of the Companies Act, No. 61 of 1973. The SSAF had some serious limitations. In 1978 Guideline 4.003 was published and it was recommended that a supplementary inflation-adjusted income statement should be published. In research it was pointed out that the income of guideline 4.003 {later replaced by Guideline AC201) showed a 100% correlation with cash flow in the absence of real growth (Hamman, 1979: 181-184) . Uhfortunately this supplementary statement (optional) never received proper acknowledgement Guideline ACl 18 on cash flow information stated, however, that the cash flow information required by the CFS would provide the specified information. The requirement to include the CFS in the annual financial statements has recently been incorporated in the Companies Act.
the CFS as a management tool in financial decision-making will be investigated. The use of the cash flow concept for different financial decisions will be surveyed. This will prove the wide divergence between cash now concepts and that the definition varies according to specific circumstances and occasions.
The CFS focuses on cash flow rather than flows of working capital. Security and financial analysts recently viewed cash flow information as a more accurate yardstick to evaluate debt and dividend-paying ability.
In spite of the general acceptance of the benefits of the CFS and its superiority over the SSAF, there are certain inherent problems. These problems mainly relate to the format of the CFS and its ability to assist in forecasting the survival prospects of an enterprise (Gentry, 1983) .
The objectives of this article are twofold: Firstly, it will focus on the format of the CFS as described in ACl 18, and be compared with the requirements of other guidelines. This analysis will address the statutory part of the topic. A revised format will be proposed. Secondly. the usefulness of Format of the CFS The CFS's to be compared with Guideline ACl 18 are those of the Statement of Financial Accounting Standards No. 95 of the Financial Accounting Standards Board of November 1987 (FASB95); the International Accounting Standards Committee Exposure Draft 36 of July 1991 (ED36), and the Accounting Standards Board Financial Reporting Standard No. 1 of September 1991 (FRSl) . The main features of ACl 18 will be emphasized and differences with the others pointed out.
ACl 18 is divided into the following sections: -cash from operating activities divided into: cash from operations (CFO) investment income changes in non-cash components of working capital (NCWC) -financing costs and taxation -dividends -investing activities -financing activities.
The main points of criticism against this lay-out are the inclusion of investment income under operating activities and the exclusion of the changes in the NCWC from CFO. Investment income does not form part of the operating activities in the case of industrial enterprises. For financial institutions it would form part of CFO. The changes in NCWC (stock, debtors and creditors) definitely fonn part of CFO because a change in any of these components results in a change in cash arising from the operating activities in the income statement The main confusion in ACl 18 arises from the heading 'cash from operating activities' and 'CFO'. Confusing tenninology like 'cash retained from operating activities', 'cash generated by operating activities', and 'cash available from operating activities' are used and they all have different meanings and calculations (see Appendix l for a summarized version of Guideline ACl 18).
FASB95 recommends only three sections, i.e. CFO, investing and financing activities. CFO has no subsections and includes investment income, interest, dividends and taxation paid. The ultimate balance of this section is referred to as 'net cash provided by operating activities'. It is, however, interesting that three out of seven members differed on the inclusion of interest and dividends received and interest paid, as part of CFO. The first two items should be classified as cash inflows from investments and the latter as part of financing activities.
ED36 also recommends three sections. These items are CFO, investing and financing activities. Cash flows from operating activities has, however, three subsections, i.e.: -operating income before changes in the NCWC; -CFO after changes in NCWC; and -net cash provided by operating activities.
Investment income is taken into account in calculating the third component as is the case with interest and income tax. It is explicitly stated that there is no consensus regarding the classification of interest paid and investment income. An alternative is suggested in the text, i.e. that it should be part of financing activities. An interesting point is that dividends paid form part of financing activities as in FASB95 (not so in the case of ACl 18). The tenninology is just as confusing as in the case of ACl 18.
FRS 1 suggests five sections, i.e. -operating activities; -returns on investments and servicing of finance, i.e. investment income and dividends and interest paid; -taxation; -investing activities; and -financing activities.
The calculation of operating activities is very clear and includes NCWC because of the direct method which is suggested. The confusion which exists with the other guidelines does not exist here, mainly as a result of more sections and no confusing tenninology.
Certain other points which could be of value in an attempt to improve the reporting standards in South Africa, are raised in all the guidelines except in Guideline ACl 18. Much emphasis is placed on the direct method of compiling the CFS. It appears as if the other three guidelines prefer the direct method. FASB95 is not so explicit in its preference and makes provision for those who prefer the indirect method. Reconciliations between net income and CFO should be given. A minority opinion (two out of seven) was expressed against the indirect method because the direct method provides a more informative description of the operating activities. ED36 encourages enterprises to use the direct method but it permits the indirect method where substantial costs will have to be incurred. FRS 1 also prefers the S.-Afr.Tydskr.Bedryfsl.1994,25(1) direct method but, in cases where high costs are incurred, it recommends the indirect method. In all its examples the direct method is used. Reconciliations are, however, also necessary. ACI 18 avoids the subject of direct or indirect methods completely and uses only the indirect method.
The gross rather than the net approach is recommended by FASB95, ED36 and AC118. This means that gross amounts of cash receipts and cash payments during a period is more relevant than information about the net amounts of cash receipts and payments. FASB95 mentions that in the case of certain items, turnover ratios are quick, the amounts are large and the maturities are short and in these cases a net approach could be followed. Reference is made of cash receipts and payments pertaining to investments, loans receivable and debt with maturities of three months or less. ED36 also makes provision for certain exemptions for the investing and financing functions of a financial institution. AC 118 only mentions that net amounts may be used where disclosure of gross amounts is inappropriate or impracticable. FRS 1 states that either the net or gross basis may be used.
Other points of Interest
Other points of interest which could be considered in an endeavour to improve the lay-out of the CFS are referred to in one or more of these statements. They are the following:
Cash flow per share FASB95 mentions that cash flow per share should not be reported (par. 33). The motivation is that neither cash flow nor any component thereof is an indication of an enterprise's perfonnance, as reporting a figure per share might imply. This could be a valuable variable but the problem lies mainly in the calculation or definition of cash flow. If a suitable definition could be used in a standardized way (like earnings per share), this could be a meaningful figure to compare with earnings per share.
Direct and indirect approach
ED36 encourages the disclosure of cash payments that represent increases in operating capacity separately from cash payments required to maintain the operating capacity (par. 48[al ) . ACt 18 encourages the same differentiation (par. 27). FASB95 does not require this disclosure because of the implementation difficulties. FRS 1 recognizes these difficulties but considers it as optional for entities that find it useful.
Amount of unused borrowing facilities
A further optional item in ED36 is the amount of unused borrowing facilities available for future operating activities and to settle capital commitments {par. 48[b) ).
Cash flow information for different segments
ED36 also encourages the disclosure of cash flow infonnation for different segments (industries) and geographical areas (par. 48fcl). FRS 1 exempts small reporting entities from the requirement to include a CFS as part of their financial statements with certain exceptions.
Proposal for a revised AC118
Guideline ACI 18 was a major improvement on the requirement of the Companies Act to publish certain information on sources and application of funds. Its implementation was long overdue and the recent change of the Companies Act to make provision for this improvement has to be welcomed.
The format of the CFS could, however, be changed to make it a more relevant, meaningful, accurate and representative statement. When considering changes, the following aspects have to be addressed: t. Less confusing terminology, especially in calculating CFO and in differentiating between operating and financial income (interest and dividends). 2. More sections to eliminate or reduce the possibility of confusing classification and meaningless totals/subtotals.
Changes in NCWC should be part of CFO (this short-
coming could possibly be due to the use of confusing terminology). 4. A consideration of the benefits of the direct method to establish whether the additional trouble and cost involved would facilitate decision-making. 5. Should exemptions be allowed to follow the net approach? If yes, it would reduce the value of the CFS, especially for the external analyst. 6. Additional matters include the calculation of cash flow per share, the differentiation between expansion and replacement, the differentiation between financial and capital investments, and the provision of segmental and geographical information. In Appendix 3 a revised pro forma CFS based on the figures in Guideline ACI 18 is suggested. The important features of the revised format arc:
1. There are four main sections, i.e. NCTA (net cash from total activities), capital investments, financial investments and financing activities. NCTA has two subtotals, i.e. CFO and CTA (cash from total activities). The CFO relates to the operating income in the income statement, the CTA to EBIT, and NCTA to retained income. This neat sinchronization with the income statement improves the meaningfulness, reliability and comparability of figures and variables between different enterprises. 2. A differentiation is made between capital and financial investments. For an industrial enterprise there is no relationship between these two catagories of investments. The first priority should be to maintain and expand the existing facilities to satisfy the demands of the consumers. This could be done by means of internal or external expansion through mergers and take-overs. Secondly, if the opportunity arises to invest in debentures, loans or shares of other institutions, this would involve a separate and completely different decision for an industrial enterprise. 
5.
The new format is based on the indirect method. The main difference between the direct and the indirect method is that CFO amounts to the difference between cash receipts from consumers and cash paid to suppliers and employees in the direct method. There is consequently no need to calculate NCWC. There is no reason why the direct method should be excluded. The final result would be the same, especially if a reconciliation between the income figure (operating income) and CFO or between CTA and EBIT is given. 6. The gross method should be prescribed and no possibility for net figures should be created. The net method could result in new borrowings and the redemption of existing borrowings being neued. This would deprive the financial analyst of valuable information because redemption of existing borrowings form part of the total cash requirements of the enterprise which should be financed. The other points discussed above could be treated as supplementary items and would supply valuable information to assist the financial analyst in his decision-making. This includes the calculation of cash flow per share, the amount of unused borrowing facilities, and the disclosure of cash flow information for different segments and possibly geographical areas.
The requirement to prepare a CFS should, however, apply to all enterprises. Small reporting entities should not be exempted as suggested by FRS 1. To compel all enterprises to compile a CFS would force the management to relate decision-making to the effect on the CFS. The need for this is even higher in the smaller enterprise.
CFS as a management tool

Introduction
Cash flow figures are often recommended for management decisions because of the shortcomings of net income figures. These shortcomings stem mainly from the calculation of net income which is to a very large extent a function of the valuation of stocks and fixed assets (Mackintosh, 1981: 127-133) . Often net income calculated on a monetary basis is preferred to the real basis. Cash flow figures in the CFS incorporate the income statement and the balance sheet, and automatically include the higher cost of fixed assets and stock as a result of inflation.
The first incorporation of cash flow figures into management decision-making was in the field of capital investments. Cash benefits were traditionally calculated as net income (before interest) after tax plus depreciation, and the present values were compared with the present values of the investment amounts. This calculation does, however, not apply to other financial decisions. Even in evaluating capital investments, certain refinements took place as well as certain justifiable deviations under special circumstances (Giacomino & Mielke, 1988: 54-58) .
The objective of this section is to consider the calculation of relevant cash flows to be used to improve financing, capital investment., dividend and pricing decisions (Stancill, 1987: 87-93.) . These calculations will be related to, or defined in terms of, the revised format of the CFS. The CFS has a further application and that is as a predictor of corporate failures. This section will, however, focus on the use of the CFS as an internal management tool on a continuous basis rather than its use for external analysts. The final conclusion will be that although the CFS could be standardized to a large degree, the same does not apply to the calculation of cash flows for financial decision-making in different areas (Casey & Bartczak, 1984: 61-66 ).
CFS and financial decisions
One of the most important financing decisions is the ratio of debt to equity to be used. Normally this figure is used in a balance sheet context. This is a very insensitive measure because of accumulation and does not immediately signal a sudden change. This shortcoming could be overcome by calculating internally generated funds (IGF) and comparing this figure with total capital requirements (TR), where TGF = NCTA TR = Capital investments + financial investments + repayment of borrowings (or redeemable preference shares).
This ratio does, however, not relate to the equity to total capital ratio. A more relevant ratio would be IGF + Equity raised: TR.
Another ratio in evaluating how much debt an enterprise can service is to determine iL,; interest coverage and the debt service coverage ratio. The first in a cash flow context equals:
CT A/Financing costs and the latter:
S.-Afr. Tydskr.Bedryfsl.1994,25 (1) CTA -taxation/(Financing costs (1-t) + repayment of borrowings).
The above calculations should not only be done on a historical basis but also for the future. Long-term planning in this respect is absolutely vital.
A further application of cash flow figures is to evaluate and rank different forms of financing. The cash flows (payments) in these instances would include interest (after tax) and capital flows.
CFS and capital investment decisions
The cash flow figures to be used in evaluating capital investments vary according to the main category of investments, i.e. whether it is internal or external (mergers and talce-overs). In the first case the cash benefits equal CFO (after tax) and this figure is related to the net capital investment costs (i.e. after proceeds on disposal after tax). The investment income and financing costs are ignored because the cash flow figures are either discounted at a rate equal to the cost of capital or expressed in an effective rate of return which is compared to the cost of capital. The cost of capital already makes provision for inter alia the cost of debt. Likewise the cash flows of new sources of financing and repayment of borrowings are ignored.
In the case of external capital investments (take-overs) the interest and redemption commitments taken over as a result of the combination should be talcen into account because these payments increase the purchasing price. The net cash inflows of the target enterprise would equal CFO (after tax) -financing costs (1-t) -repayment of borrowings or any other cash outflow as a direct result of the talce-over.
CFS and dividend decisions
In formulating a dividend policy it is possible to adopt a cash flow approach, i.e. a policy of residual amounts. The magnitude of the dividends is a function of the financing and the investment decisions. If an enterprise can earn more than its cost of capital, it would be more profitable to invest even the distributable income.
The policy of residual amounts (in terms of income figures) involves that the total investment amounts (capital and financial) are determined by means of feasibility studies. Repayment of borrowings are also taken into account. This is followed by the determination of the equity capital necessary to finance the additional requirements. The undistributed income is firstly used to satisfy the demand for equity capital. If it is insufficient, additional shares will have to be issued and when there is a residual amount, a dividend could be paid.
The problem with the above approach is that the retained income would not balance with the NCT A. It is therefore preferable to follow a ca.'ih flow residual approach as fol- If EC is a positive figure it would indicate that there is no cash available for dividend payment and additional ordinary shares will have to be issued. This approach is preferred to the traditional one based on income figures. A strict application of this policy will of course result in dividends fluctuating considerably, with the disadvantages attached to such fluctuations. To overcome this problem a cash flow forecast over a longer period could be used.
A ratio which could be used to evaluate the risk associated with a specific dividend policy is the dividend coverage ratio in terms of the CFS which is equal to:
NCT A before ordinary dividend,; paid
Ordinary dividends paid
The important aspect in using the CFS as a basis for the dividend decision is the definition of cash flow. The cash flow component is after payment of interest and taxation, i.e. NCT A before ordinary dividends paid.
CFS and pricing decisions
Pricing decisions are often made by referring to the competitive situation but with the ultimate aim of achieving a satisfactory profitability ratio. In price regulated industries this decision is often made by simulating a competitive environment and basing prices on a profitability ratio being either the profitability on total capital employed or on equity capital.
Calculations based on profitability are subject to serious disadvantages, inaccuracies and arbitrary decisions. The most important problems centre around the valuation of stock and fixed assets as well as exactly which items to include in the capital base. In spite of these deficiencies the profitability method is widely used.
Another method which is becoming more popular is the price-capping method. This method is based on the Consumer Price Index (CPI) and is calculated as CPI -X where the X is a specific percentage applicable to an industry. The magnitude of X is often based on arbitrary factors and is quite often the result of political decisions.
The method of price-capping is a relatively simple one. In countries with a high inflation rate there is a built-in accelerator if it is used for a number of services or products. Improvement in productivity is not passed on to the consumer if it is not accounted for in the X factor. ll will also inhibit investment in large capital programmes and keeping pace with technological improvements because of inadequate income.
A well-known example of a cash flow approach for tariff determination appeared in the Report of the Commission of Enquiry into Electricity Supply. The Commission referred to this method as the income cover approach. The income cover calculates the ratio of: 
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The income cover method is basically a coverage ratio for fixed obligations based on cash flows. This formula was intended to be applied to Eskom which does not pay tax or dividends. In terms of the proposed format for the CFS the formula can be restated as NCT A excluding changes in NCWC plus financing costs Interest plus redemption of debt.
The shortcomings of this approach are mainly the exclusion of changes in NCWC and investments. To overcome these shortcomings a cash flow pricing approach could include the following steps/calculations: 1. Determine TR. 2. Deduct new loans to replace redeemed loans to get the net TR. 3. Calculate IGFR of the net TR. 4. Deduct NCT A to calculate the shortfall. 5. The shortfall expressed as a percentage of the present sales income gives the tariff/price adjustment percentage. This method could also result in wide fluctuations from year to year. ll would therefore be necessary to make a medium to long term CFS forecast to even out the fluctuations in order to achieve the long term objective of the enterprise.
Summary and conclusions
The format proposed for the CFS shows certain definite advantages/improvements over the one of ACl 18. Firstly, the classification and terminology is in line with general practice and considerably improves the lay-out and interpretation. CFO docs include the changes in NCWC which is in line with the guidelines that were investigated. Secondly, the subtotals of NCT A (internally generated funds) relate directly to a specific subtotal in the income statement and this would improve financial decision-making. Thirdly, an additional section is proposed to emphasi1..e the difference between capital and financial investments. Capital investments carry a higher priority for an industrial enterprise than financial investments. Other possible improvements include the elimination of the option to calculate net figures under certain circumstances and the possibility to follow the direct approach.
The CFS in its revised format should serve as a management tool in financial decision-making. Financial decisionmaking in the past was to a very large extent based on net income and balance sheet figures with their inherent shortcomings. The CFS and especially a forecast of the CFS, should be one of the most important financial decisionmaking tools. The revised format with its improved lay-out and more logical classification would contribute IO better interpretation and evaluation. The CFS as such would contribute IO decision-making in respect of financing. capital invesnnents. dividends and pricing.
The major problem in using the CFS as a management tool is IO relate the correct CFS item (variable) IO a specific financial issue. In summary, the following guidelines could be given: 
